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Purpose - The objective of this study is to predict the determinants of Malaysian’s SME financial 
structure. We add to the literature on SME financial structure by formally testing the impact of quality 
of accounting information on SME financial structure, a variable which has not been explicitly 
tested in the Malaysian context. Previous studies were mainly conducted in developed countries. 
Hence, the results may not be applicable in developing country like Malaysia. Generally, capital 
structure of a firm may consist of equity or debt or a combination of debt and equity. Modigliani 
and Miller (1958) argues that, in a ‘perfect’ world, the choice between equity and debt is irrelevant. 
When taxes and other market imperfections are introduced, only a single optimal financial structure 
is available, because firms will increase debt financing until the advantage of tax deductibility of 
interest expenses is counterbalanced by the disadvantages of other market imperfections such as 
bankruptcy costs (i.e. trade-off theory-TOT). On the other hand, Pecking-order theory (POT), as 
proposed by Myers (1984) and Myers and Majluf (1984), is based on the assumption that inside 
management is better informed of the true value of the firm than outside investors. Managers will 
prefer those sources of funds that are less vulnerable to undervaluation resulting from information 
asymmetries. The theory states that firms, while making their funding choice, prefer to use internal 
financing (retained earnings) rather than external financing. However, if they are forced to use 
external funding, they prefer debt financing to equity financing. The greatest limitation of the 
pecking order framework is that it ignores the effects of interest tax shields, financial distress, 
security issuance costs, agency costs, and investment opportunities, which have been widely 
included in recent studies on capital structure.  Whereas some studies have explicitly tried to 
distinguish between these theories (see e.g. Lopez-Gracia and Sogorb-Mira 2008), it appears 
that all the aforementioned theories help to explain SME financial structures. The results of this 
study show that SME leverage is positively related to asset structure, negatively related to firm 
size and profitability, but is not significantly related to the quality of accounting information and 
firm age.
Methodology - One-hundred medium-sized manufacturing companies were randomly sampled 
and the annual reports for 2013 were obtained from the Companies Commission of Malaysia 
(CCM). The variables used were LEV (the dependent variable), which is defined as the ratio 
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of total liabilities to total assets. The independent variables are: quality of information (QINFO) 
- measured by means of a dummy variable that takes a value of 1 if the firm used the new 
accounting standard (MFRS), and 0 for the old accounting standard (PERS); firm size (SIZE) - the 
natural logarithm of total assets; firm age (AGE) - the natural logarithm of the number of years 
since incorporation of the firm; asset structure (AS) - the ratio of tangible assets (net fixed assets 
and inventories) to total assets; and profitability (PROFIT) - the ratio of earnings before interest 
and taxes (EBIT) to total assets. 
Findings - The descriptive statistics show a mean leverage of 92%, indicating the high dependency 
of SMEs in Malaysia with banks in getting loans. 68% of the SMEs prepared their FS using the 
old accounting standard (PERS), while 32% of the SMEs opted the new accounting standard 
(MFRS). With respect to asset structure, tangible assets represent about 56% of total assets; while 
average profitability is moderate (i.e. 3.51%), and total assets averaged RM16 million. Results 
of the OLS regression model reported in Table 1 indicates that the coefficients for firm size and 
profitability, attain statistical significance at the 1% level, while other variables are not significant.
Table 1: Regression results
B t-statistic
Intercept 9.637 (3.58)*
AS -0.097         (-1.044)
PROFIT -0.278 (-2.901)*
QINFO 0.205          (1.278)
SIZE -0.487 (-2.918)*
AGE 0.05          (0.489)
BS 0.03          (0.232)
Adjusted R2 22.50%
F (p-value) 4.494          0.000
Number of obs. 100
Absolute values of t-statistics are reported in parentheses
*Statistically significant at the 1% level
Keywords:  Financial structure, leverage, SME, Malaysia, quality of information.
CONCLUSIONS
In line with traditional asymmetric information arguments, our results show that information quality 
is positively (but not significant) related to SME leverage. Our results therefore do not support 
the view that lack of information and low information quality inhibit firms from using external 
funds. The findings also indicate that the traditional capital structure theories (i.e. POT, TOT and 
agency theory) are partially relevant in explaining Malaysian SME capital structures. For example, 
whereas the observed negative relationship between profitability and leverage is consistent with 
POT, the significant negative coefficient for firm size provides support for agency theory. However, 
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the negative relationship between asset tangibility and leverage is not consistent with agency 
theory. Therefore, as argued by Myers (2001), we confirm that no single theory gives a general 
explanation of firms’ financing strategies.A limitation of the current study is that, the analyses are 
based on data for a single year. An interesting avenue for further research would be to examine 
the factors that could influence capital structure over a long period of time in the Malaysian setting. 
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